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EXECUTIVE SUMMARY

As part of a general effort to improve the efficiency and integrity
of food stamp issuance and redemption, the Food and Nutrition Service (FNS) of
the U.S. Department of Agriculture tested an electronic benefit transfer (EBT)
system. This system eliminates food stamp coupons; instead, benefits take
electronic form. Recipients use magnetic-stripe cards to buy food, and

computers debit and credit grocer and household accounts.

In July 1983, FNS awarded a contract to Planning Research Corpora-
tion (PRC) to design and test an EBT system on a demonstration basis in
Reading, Pennsylvania. The system began operating in October 1984. It served
an average food stamp caseload of about 3,400 households, who made over 25,000
electronic food purchases in about 125 retail food stores each month. The
demonstration ended in December 1985. The Pennsylvania Department of Public

Welfare (PDPW) then assumed responsibility for operating the system.

In parallel with the demonstration contract, FNS awarded a contract
to Abt Associates, Inc. to evaluate the demonstration. The evaluation's main
objective is to compare the EBT system to the coupon-based issuance and
redemption procedures previously followed in Reading. The evaluation measures
the difference between the two systems in terms of their administrative cost,
their vulnerability to benefit loss and abuse, and their impacts on partici-
pating food retailers, recipients, and financial institutions. This report

addresses those 1ssues.

OVERVIEW OF THE ATP/COUPON SYSTEM

The EBT system replaced a system in which food stamp recipients
receive their benefits by means of Authorization-to-Participate documents
(ATPs) and food stamp coupons. Each month the State mails food stamp house-
holds an ATP authorizing an amount of benefits for the month. The recipient
takes the ATP to a bank, presents it along with appropriate identification to
a teller, and is given the specified amount of food stamp coupons. Coupons
come in denominations of §1, $5, and $10, and are assembled in books of §2,

$7, $10, $40, §$50 and $65.



Recipients may use the coupons to buy eligible food items at any
food retail establishment authorized to participate in the Food Stamp
Program. The retailer endorses the coupons and deposits them at the bank.,
The bank credits the retailer, cancels the coupons, and sends them on to the
appropriate Federal Reserve Bank. The Federal Reserve Bank credits the local

bank and destroys the coupons.

OVERVIEW OF THE EBT SYSTEM

In the EBT system, the recipient has a magnetic-stripe plastic card
and a computerized account at the EBT Center. Food stamp applicants receive
the card, along with training in how to use it, when they are certified
eligible for benefits. Benefits are electronically deposited in each house-
hold's account. Once benefits are posted to accounts, recipients may use them

to buy food in any store participating in the demonstration,

All retailers authorized to participate in the Food Stamp Program
and located within a five-mile radius of central Reading were eligible to take
part in the demonstration, and virtually all of them did. Each checkout
counter was equipped with a terminal. To buy food with EBT benefits, the
recipient presents the EBT card to the cashier, who passes it through the
terminal's card reader. The recipient then keys in a four-digit secret ident-
ification number, and the cashier enters the amount of the purchase. The
terminal makes a dial-up connection with the EBT Center computer, which checks
the recipient's account, debits it for the amount of the purchase, credits the
grocer's account, and sends an authorizing message back to the store termin-
al. The terminal prints a receipt for the recipient showing the purchase

amount and the remaining balance in the food stamp account.

Once a day, the EBT Center runs a program to total all retailer
credits. Center staff then initiate an electronic funds transfer process,
using the Automated Clearing House system operated by the Federal Reserve.

Grocers' accounts are credited for their food stamp sales the following day.

OVERVIEW OF THE EVALUATION

The evaluation obtained extensive data about both the ATP/coupon
system and the EBT system. Data collection occurred in three main periods:

the late summer of 1984, just before the EBT system began operating; early in
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1985, when the system had operated 3-6 months; and late in 1985, after about a
year of operations. The latter two data collection waves obtained information
about both the EBT and the ATP/coupon system, allowing both a before-after and

a side-by-side comparison.

Each major research topic involved a different set of data
sources. Key topics and sources include:
. Administrative costs -- Interviews and accounting

record reviews; time studies in local welfare office
and EBT Center.

. Vulnerability to benefit loss and diversion -- Food
stamp reporting systems; interviews with food stamp
officials and outside experts in electronic funds
transfer issues.

. Effects on retailers -- Six waves of interviews with
participating grocers; three time studies of checkout
procedures in 30 participating stores and 10 comparison
stores.

. Effects on recipients -- Three waves of interviews with
about 280 demonstration recipients and an equal number
of comparison recipients; two waves of interviews with
170-260 households whose cases had recently been
closed.

. Effects on financial 1institutions =- Three waves of
interviews with participating commercial banks and the
Federal Reserve Bank.

This highly diverse research strategy provides a rich base of infor-
mation about the demonstration EBT system, and multiple perspectives on its

effects. The central findings are summarized below,

The EBT system is operationally feasible.

The demonstration EBT system worked, and people who dealt with the
system received it warmly. This result was evident quite apart from the
analyses described in the present report. Recipients are able to buy food
with their food stamp benefits, and grocers are credited. Some problems
occurred, but the various parties to the demonstration considered the system
successful enough to extend its life beyond the scheduled end of the demon-

stration.
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EBT demonstration costs far exceed ATP coupon costs.

Operating costs of the EBT system during the demonstration dramati-
cally exceed the costs of the conventional ATP/coupon system. Total adminis-
trative costs for issuing and redeeming benefits under the ATP/coupon system
are estimated at about $3 per case per month. Equivalent costs for the EBT
system are nine times greater, at about $27 per case month. This estimate
excludes the cost of developing and implementing the EBT system, which

amounted to $2.3 million.

Administrative costs are examined in terms of five major issuance
and redemption functions: authorizing benefits, delivering benefits to recip-
ients, crediting retailers, managing retailer participation, and reconcilia-
tion and monitoring. EBT costs are substantially larger than ATP/coupon costs
in all five areas. The difference is greatest for the benefit delivery and
reconciliation functions, where high fixed costs in the EBT system are aver-
aged over a relatively small caseload. ATP/coupon costs may be somewhat lower
in Pennsylvania than elsewhere, because the Pennsylvania system appears quite
streamlined, but even a substantial percentage adjustment to the ATP/coupon

cost would not change the basic finding.

Equipment and personnel at the EBT Center and terminals in retail
stores make up the bulk of the EBT system costs. In the ATP/coupon system,

the single largest expense is the payment to issuance offices.

EBT operating costs can be substantially reduced.

Several characteristics of the demonstration caused EBT costs per
case month to be higher than would be expected in a permanent system. The
most important factors were the small caseload and the stand-alone character
of the system (which prevented economies of scale); leasing rather than
purchasing equipment; and the need for more highly skilled (and paid) staff
than a routine operational setting would demand.

In a permanent, non-demonstration EBT system, two factors have a
critical impact on average operating costs. The first 1is the cost of
maintaining the recipient and grocer files, authorizing transactions, and
reconciling and monitoring the system -- functions the EBT Center carried out
in the demonstration. These costs are largely fixed, and must be spread over

a large number of households and transactions for the average cost to reach
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economical levels. One strategy, which Pennsylvania plans to implement, is to
integrate the EBT system with the large computer operation supporting the Food
Stamp Program and other programs administered by the Department of Public
Welfare. Thus, even though the scale of the EBT system itself may be limited,
the central processing costs can be amortized over a larger transaction

volume.

The second critical factor is in-store terminal costs. These depend
not only on the equipment's price, lifetime, and maintenance needs, but also
on the number of terminals required to serve the food stamp caseload. The
ratio of households to terminals is determined by the caseload and the number
and size of participating stores in an EBT area. The Food Stamp Program
cannot influence the ratio much, unless it restricts the number of terminals
per store or the number of stores allowed to participate in the program.
"Piggybacking" EBT with commercial point-of-sale systems could be an effective
strategy for managing terminal costs, however. With piggybacking, the cost of
at least some terminals in the EBT system would be shared with other users.
Operators of commercial systems would welcome the piggybacking, because it

would increase their transaction volume and reduce average costs.

A permanent EBT system operated on a larger scale would clearly have
lower unit costs than those observed in Reading. Whether the costs of such a
system could reach the $3 ATP/coupon cost is less clear. Costs are projected
for several scenarios, some involving the integration of central processing
operations and some involving piggybacking with commercial systems. All but
one of the scenarios have costs exceeding $4.50 pef case month, not counting
development costs. The only scenario yielding costs under $3 assumes that all
retailers accepting food stamps participate in commercial point-of-sale
systems, an assumption that is unlikely to be met in most areas for the next

few years.

The projections cannot be taken as conclusive evidence that EBT
costs will always exceed ATP/coupon levels. They do not attempt to predict,
for example, how quickly the costs of equipment and software will decline or
what cost-sharing arrangements might be negotiated. The extended EBT

demonstration in Pennsylvania may shed light on some of these issues.

Administrative cost is in any case only one dimension on which the

EBT system must be assessed. Its value depends also on its impact on the Food



Stamp Program's integrity and on the program's various participants. These

issues are discussed below.

An EBT system may reduce benefit loss, but large savings are unlikely.

In discussing the value of error, fraud, and abuse associated with
the issuance of food stamp benefits, it is important to distinguish between
problems resulting in actual losses (i.e., extra costs to the taxpayer), and
problems which divert benefits from their intended use without adding to
program costs. If someone steals a recipient's ATP, the Food Stamp Program
will replace it; if both the recipient and the thief use the ATPs to get
coupons, program costs 1increase. On the other hand, if someone steals the
recipient's coupons, the program does not replace them. The benefits fail to

serve their intended purpose, but program costs are not affected.

Actual benefit losses in the ATP/coupon issuance system are esti-
mated to amount to about one tenth of one percent of all food stamp benefits
issued, or about $0.13 per case per month. These figures are approximations
based on FNS reports and experts' judgments. Even if very substantial
ad justments were made to the estimates, however, the losses would remain quite

small compared to the administrative cost figures discussed above.

No significant losses were discovered in the EBT demonstration, but
the demonstration was not expected to provide a realistic picture of long-term
losses. Losses under a non~demonstration EBT system are projected at $0.03
per case per month. This substantial reduction from the ATP/coupon estimate
would come mainly from eliminating losses during the production and handling

of food stamp coupons.

The estimate of EBT losses 1s based on the opinions of individuals
familiar with security issues in the Food Stamp Program and/or electronic
funds transfer systems. Without "hard" numbers, one must be cautious in
drawing conclusions about how much -- or whether -- an EBT system will reduce
benefit loss. The experts' belief in such reductions is important in itself,
however, suggesting that an EBT system could enhance public confidence in the

Food Stamp Program's integrity.
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An EBT system limits the diversion of benefits from their intended uses.

As much as $4 in coupon benefits per case month, or 3 percent of
total food stamp benefits, may not serve the purpose of helping recipients buy
authorized food items. The EBT system is estimated to reduce this potential

diversion to just over $1 per case month.

The EBT system's largest estimated impact on benefit use does not
involve fraud or abuse. A recipient may get up to $0.99 in cash change from a
food stamp coupon purchase. Based on average spending patterns, this feature
of the coupon system may allow about $2,.49 per case month to be spent on non-
food purchases. The EBT system deducts the exact value of a purchase from the
recipient's account, giving no cash change, thereby redirecting all or nearly

all of these benefits to food purchases.

The EBT system also provides greater security for the benefits in
recipients' possession. The value of lost or stolen coupons is estimated at
$0.79 per case month, based on recipient survey data. Recipients reported

that equivalent losses under the EBT system were $0.24 per case month.

Retailers prefer the EBT system, though its financial impact is small.

Despite initial concerns that many retailers might choose not to
participate in the EBT demonstration, virtually all eligible stores partici-
pated. In fact, the retailers actively supported the effort that resulted in

extending the life of the EBT system past its scheduled termination date.

Retailers expressed strong preferences for the EBT system over
coupons almost from the beginning of the system operations. The last survey,
near the end of the demonstration period, found 66 percent preferring the EBT
system, compared to 20 percent preferring coupons. Supermarkets and conve-
nience stores were somewhat more positive than the smaller grocery stores, but

the preference margin was over three to one in all store groups.

The retailers' main reason for preferring EBT is that it reduces the
irritating post-sale handling effort required for coupons. They also value
what they perceive as substantial reductions in fraud and abuse with EBT, and

not having to give cash change for food stamp transactions.
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The EBT system reduces retailers' costs of participating in the Food
Stamp Program. Its more limited handling requirements more than offset the
somewhat longer checkout time with EBT transactions and the cost of space for
the EBT equipment (equipment and communications were provided at no cost to
the retailers). Participation costs are estimated at $18 per $1000 of food
stamp coupons redeemed, compared to $13 per $1000 of EBT benefits. Although
the percentage difference is substantial, it translates into savings of only
$14 per month for the average store in Reading. Not surprisingly, then, most
retailers felt the EBT system made no difference to their overall operating

costs or profits.

Recipients strongly prefer the EBT system and experience lower participation
costs.

About 77 percent of surveyed recipients prefer the EBT system to
coupons, compared to 17 percent preferring coupons. Groups that were expected
to find it hard to cope with the sophisticated system —-— the elderly, the
handicapped, non-English speakers, and recipients with little education --
also strongly favor the EBT system. In no demographic group do fewer than 70

percent prefer the EBT system.

Recipients believe that the EBT system is easier to use than the
coupon system, particularly in the retail store. A routine EBT purchase
requires only that the recipient hand over the EBT card and key in a four-
digit number. With coupons, the recipient has to select an appropriate number
of coupon books to match the purchase amount and tear out individual coupons

when the books do not match the sale amount exactly.

The EBT system reduces the time and money recipients spend to parti-
cipate in the program. Obtaining benefits and dealing with problems is esti-
mated to take about 48 minutes of the average recipient's time per month in
the ATP/coupon system, and to entail an average expenditure of $2.21. The EBT
system requires only 12 minutes and a $0.26 expenditure. Much of the
difference occurs because coupon recipients have to go to the bank each month
to exchange their ATPs for coupons, while EBT recipients need only an initial
visit to the welfare office to get their card. In addition, the value of
coupons lost and stolen from recipients is substantially above the value of

comparable EBT losses,
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Banks strongly prefer the EBT system and experience lower redemption costs.

Local banks play two roles in the ATP/coupon system in Reading.
They act as issuance agents, giving recipients coupons each month when they
bring in their ATPs. The banks also accept food stamp coupon deposits from
retailers, crediting the retailers and passing the coupons on to the Federal
Reserve to get credit themselves. Their main role in the EBT system is to
accept electronic deposits to the retailers' accounts (one bank also initiates

the electronic funds transfer actions).

Although the banks receive fees for their issuance role, and esti-
mates indicate that the fee at least covers their operating costs for the
service, they are extremely pleased to have the issuance role eliminated.
They see issuance as detracting from their branches' ability to conduct the

banks' main business.

The EBT system substantially reduces the banks' estimated costs of
handling and redeeming food stamp benefits, for which they receive no direct
compensation. Costs were estimated at $5.96 per $1000 in benefits redeemed in

the ATP/coupon system, compared with $0.40 per $1000 with EBT.

The EBT system also reduces operating requirements at the Federal
Reserve Bank, from receiving and destroying coupons to handling electronic
funds transfers. [Estimated operating costs are $0.75 per $1000 of coupons
redeemed, compared with $0.24 with the EBT system. Because the Federal
Reserve is compensated for both services, it is not affected financially by

the operating difference between the systems.

CONCLUSION

Like most demonstrations, the Reading EBT test answers some ques-—
tions while leaving others unresolved. Most importantly, it shows that the
requisite technological and human factors can be put together to make an
Electronic Benefit Transfer system operate effectively in the Food Stamp
Program. A small-caseload test, however, cannot be expected to produce
definitive answers on the cost-effectiveness of a system so dependent on
economies of scale. Cost-effectiveness therefore remains the critical

unanswered question.
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From all points of view except administrative cost, the demonstra-
tion EBT system in Reading appears preferable to, or at least comparable to,
the conventional system using ATPs and coupons. Exhibit 1 summarizes the
findings. Recipients, grocers, and bankers all strongly favor the EBT
system. The EBT system seems capable of reducing the potential for benefit

diversion, as well as some benefit losses due to error and fraud.

Despite these positive results, EBT administrative costs in the
demonstration were so much higher than ATP/coupon costs that major changes
would be necessary for EBT costs to reach acceptable levels. The best hope
involves integrating the EBT system with other operations to achieve some
economies of scale and cost sharing. These are realistic possibilities, as
indicated by the integration of EBT with other assistance program functions in
the extended demonstration, and by the rapid development of commercial point-—
of-sale systems. It will therefore be important for future research on EBT

applications to give highest priority to the issue of costs.



Exhibit 1

Summary of the EBT System's Effects

ATP/Coupon
System EBT System

Administrative cost
per case month $2.92 $27.23
Benefit losses per case month $.13 $.03
Benefit diversions per case month $3.97 $1.13
Retailers' participation cost
per $1,000 of benefits redeemed $17.74 $13.22
Recipients' time spent (in
minutes) per case month 48 12
Recipients' expenditures
per case month $2.21 $.26
Banks' uncompensated costs per
$1,000 of benefits redeemed $5.96 $.40
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